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Introduction

This proceeding is an outgrowth of the Commission’s investigation into possible
reforms of its regulation of natural gas public utilities in Wisconsin to make regulation more
consistent with emerging competition for retail sales of natural gas. In March, 1992 the
Commission formed a utility/staff workgroup to identify and evaluate possible regulatory
approaches for the natural gas industry in light of federal changes in pipeline regulation
under Order 636 and the Commission’s own regulatory goals. The workgroup also exaniiﬁed
industry trends and how they might affect state regulatory goals. The culmination of the
workgroup was a report entitled, "Work Group Report on Natural Gas Regulation in

Wisconsin. "



Docket 05-GI-108 (Phase I)
In September, 1993 the Commission addressed the report and directed staff to move

forward with regulation assuming utilization of the Strategic Problem Solving Approach
identified in the report. The Commission also directed staff to look at various market models
so a market approach could be utilized in regulation where appropriate.
Pursuing the Commission directive, staff issued a report entitled, "05-SG-100, Phase

II Report, Approaches to Natural Gas Regulation in Wisconsin." This report addressed
broad policy concerns within the context of four different market models (Models A through
D). On July 28, 1994, the Commission addressed the staff report and determined that staff
should pursue Market Model D, which deregulates gas costs by customer class as classes
become sufficiently competitive. Among other things, the Commission determined that the
distribution function is a monopoly and would remain regulated for all classes. The
Commission also gave staff direction to unbundle natural gas retail services and increase
customer choices.

| In this phase of this proceeding, the Commission will address three related issues.
First, the Commission will address the manner in which natural gas public utilities may
provide service to customers within deregulated market segments under Market Model D.
(Separate/ Allocate ISSUC.) The second issue relates to the unbundling or refunctionalization
of costs underlying segmentable natural gas utility service. (Refunctionalization Issue.) o
Finally, the Commission will address two related issues concerning negotiated contracts
between LDCs and their customers: whether the Commission should use long-run

incremental cost (LRIC) as the standard against which to determine whether negotiated rates
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for contract services established under sec. 196.194 (2), Stats., are compensatory; and how
LRIC should be determined by the Commission. (Contract Rate Issues.)

A prehearing conference was held on April 5, 1995, to clarify the issues to be
considered in Phase I of this proceeding and to establish filing dates.

Technical hearings were held commencing May 30, 1995.
FINDINGS OF FACT

THE COMMISSION FINDS:
SEPARATE/ALLOCATE

This issue involves the manner in which Wisconsin natural gas utilities will be able to
serve customers in deregulated markets. Under Market Model D, markets will be deregulated
when effective, sustainable competition exists for the market. Marketing activities directed
to customers in deregulated or unregulated markets cannot be done on a regulated utility |
basis. Accordingly, the central issue is the degree of financial or structural separation
required to be maintained for gas purchasing activities associated with serving regulated
markets from those used to serve unregulated markets. Ultimately, resolution of this issue
will determine whether natural gas utilities will be permitted to serve unregulated markets
using common gas supplies and capacity, with costs allocated between regulated and
unregulated activities, or whether such activities must be conducted by separate nonutility

marketing entities with their own gas purchasing functions and related costs.
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Principles Underlying Restructuring of Natural Gas Industry in Wisconsin

In addressing this issue and the other issues associated with the restructuring of the

gas industry, the Commission intends to be guided by the following principles. These

principles represent a synthesis of electric restructuring principles and objectives set forth in

the initial notice in docket 05-ElI-114, but have been modified to reflect current conditions in

the gas industry restructuring process.

o

Competitive markets are preferred to regulation. Regulatory actions should
not frustrate or impede appropriate movement to the most competitive model.
On a long-term basis, consumers of all customer classes should benefit or at
least be held harmless by any changes.

Deregulation does not guarantee a competitive market. Deregulation of
services should only take place where competitive markets exist, are effective,
sustainable and in the public interest.

Any PSC imposed strictures should protect new and unaffiliated market
participants from the unfair exercise of market power.

One vof the benefits of competition should be increased customer choice.

The marketplace should provide access to the maximum amount of information
needed by customers to make informed decisions regarding gas service
choices.

Gas utilities should have an opportunity to recover prudently incurred,

verifiable, material stranded costs.
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o) Safe and reliable service must be maintained.
o Regulatory, social, environmental and financial commitments have been made
in the past and should not be ignored or discarded in the transition to a new

structure.

Separation of Gas Purchasing Activities

Consistent with these principles, the Commission finds that it is necessary to
completely separate gas purchasing activiﬂes associated with providing regulated sales
services from gas purchasing activities associated with providing unregulated services. In
reaching this decision, the Commission relied on the experience it gained from monitoring
the various marketing pilots which have been in place commencing in July, 1993. The
marketing pilots ranged from joint use of utility capacity and supply by the utility and its
affiliate, with ratepayers sharing in the profits, to fully-separated affiliates making open
market purchases of capacity and supply from the utility. The experience gained by the
Commission through review of the marketing pilots was very useful in determining the
appropriate degree of separation. Based on that experience, and on the record in this docket,
Wisconsin natural gas utilities will be able to serve customers in deregulated market segments
through a separate entity (affiliate or subsidiary). This means that the marketing entity’s
employees and business operations must be located in a physically separate faci]ity‘ that is not
occupied by utility employees or utility business operations. The marketing entity’s business

operations must be self-supporting, having its own telephone system, support services, office
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supplies, filing system, furniture, computer system, etc., none of which are owned or
operated by the utility. The marketing entity must have separate personnel. The utility may
provide payroll, pension and benefit support services as well as some administrative support
as long as the provision of those services does not increase the costs to the utility ratepayers
or jeopardize market-sensitive information of the utility or the marketing entity. The
specifics concerning what sharing is allowed will be addressed in individual affiliated interest
agreement orders.

Complete separation of gas purchising activities directed to deregulated markets will
serve several desirable goals. First, it will result in utility personnel being focused on their
primary business, which is to serve regulated utility customers. If utility personnel operate
in both regulated and unregulated markets, inappropriate incentives might arise to the
detriment of the utility’s core customers.

Second, complete separation may aid the development of competitive markets.
Customers in deregulated markets might have the perception that preferential treatment would
be accorded customers of the utility’s in-house sales structure as compared to customers
purchasing from other market participants. Such a perception, even if unfounded, might be a
strong inducement to a customer to do business with the utility’s in-house sales structure,
especially if all competitors offer similar prices for comparable services.

Third, it will ensure that employees transacting business with customers in
deregulated markets will not have access to utility data that is not available to competitors.

This will go a long way toward ensuring that the success of utility marketing activities in
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deregulated markets will be based on superior prices or services and not on superior access
to utility information.

Fourth, it will protect unaffiliated market participants from the unfair exercise of
market power. This record demonstrates that it would be practically impossible to assign
upstream gas and capacity costs between regulated and unregulated markets using a process
other than a fully allocated costing methodology. Gas is purchased for regulated and
unregulated sales with different combinations of price, firmness and basis. Under such
circumstances, after the fact it would be practically impossible to ascertain what gas was
purchased for the regulated markets and what was purchased for the unregulated markets
even if considerable effort were made. Consequently, the danger that the utilities’
unregulated marketing activities would be cross-subsidizedi by their regulated activities is
simply too great. Moreover, given the minimal benefits demonstrated in this record arising
from use of common gas capacity and supply, the allocation of common costs between
regulated and unregulated markets is simply not reasonable.

| In many previous cases, this Commission has permitted allocation of common costs
between regulated and unregulated activities based on fully allocated costing methodoldgies.
This allocation methodology would probably result in all appropriate costs being recovered
from utility customers in unregulated markets. However, our experience under current
regulation has demonstrated that this approach is not feasible for allocating common gas
procurement costs since it would result in prices for unregulated services which are not

competitive.



Docket 05-GI-108 (Phase I)
Minimal Aggregation Benefits

Several parties to this proceeding claimed that permitting utilities to aggregate
customer demand in regulated and unregulated markets and allocate gas capacity and
commodity costs between them would preserve important economies of scale for remaining
regulated customers. One claimed benefit of permitting LDCs to serve both regulated and
deregulated markets with common supply and capacity contracts would be greater efficiency
(e.g., economies of scale and greater diversity in gas purchasing, greater volumes over which
to spread fixed costs, and increased flexibility in utilizing the common assets) than might be
realized from serving each market with separate assets.

The record in this proceeding fails to demonstrate that the utilities’ remaining sales
customers would be substantially harmed by requiring LDCs to serve deregulated markets
through separate subsidiaries with no sharing of capacity or supply contracts. While some
parties did testify that purchasing gas for a smaller, less diverse core would increase costs
and decrease the utilities’ ability to meet remaining core customers needs, these claims were
not~ Supponed through record evidence. In fact, the record does establish that a utility can
provide a competitively priced gas service to a customer base consisting of largely residential
and small commercial customers.

This is not to say that current LDC capacity and supply portfolios are optimally
configured to serve a pared core if deregulation of some firm markets should occur. LDCs -
acquired their current pipeline capacity portfolios as part of the restructuring of interstate

pipelines under FERC Order 636 in order to serve their current firm core customers. In
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order to acquire necessary pipeline services, the LDCs were required to enter into long-term
contracts with the pipelines. These contracts will need to be restructured if significant firm
customer loads are lost to deregulation and may give rise to transition costs.

Based on this record, the Commission finds that once adjustments have been made in
the level and types of pipeline services and gas supply contracts which are held for provision
of gas sales services to remaining core customers, the financial impact on core customers
associated with the deregulation of interruptible and large volume gas sales should be

minimal.

Appropriateness of Market Model D

Although it was not an issue in this proceeding, several parties challenged the
appropriateness of Market Model D. These parties took the position that the Commission
had adopted Market Model D without permitting the natural gas utilities affected by this
decision an opportunity to present a case for one of the other market models. In this regard,
it must be noted that the Commission does not rely on any particular market model in
reaching its decision in this docket. Rather, the Commission finds that separation of gas
purchasing activities. is appropriate regardless of which market model is ultimately selected
by the Commission. The appropriate time to revisit the suitability of Market Model D is .

before the Commission deregulates gas sales services for a currently regulated market. This
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will need to be done in abandonment proceedings in which a complete record can be
considered concerning the persistence and effectiveness of competition and the costs and

benefits of deregulation in that particular market.

Transition Cost Recovery

As discussed above, although the long-term financial impact of market segment
deregulation on remaining sales customers will be minimal, transition costs may be
-experienced by the utilities in the procesé of market-segment deregulation. These transition
costs may arise when a utility has a significant amount of capacity contracted for a market
segment which is then deregulated. During the transition to Market Model D, gas utilities
should have an opportunity to recover prudently incurred, verifiable, material stranded costs.
However, any transition cost recovery mechanism must reasonably protect core customers.

When the Commission considers abandonment of sales service to a particular market,
a transition plan should be presented as part of the abandonment proceeding. At that time,
specific information will be available concerning the markets proposed to be deregulated
which will enable the parties to develop a market-specific transition plan. At a minimum,
the transition plan must address several matters: the manner in which transition costs will be
minimized by the utility (e.g., by contract reformation, capacity release, or capacity
assignment to departing sales customers); proposed transition cost recovery mechanisms
(e.g., an exit fee from sales service or a distribution service surcharge for customers in

affected markets); and the method by which core customers will be protected in the

-10 -
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transition. The abandonment proceeding will be a forum for addressing public interest
concerns. The transition plan should also ensure that cross-subsidies are eliminated in the
transition to Market Model D, and that any subsidies be explicit in the transition. In this
context, subsidy refers to explicitly-approved high cost credits or rate buy-downs to achieve
public policy objectives, while cross-subsidy refers to the inappropriate shifting of costs and

not covering long run incremental costs.

Exceptions to Separation Requirement

Some LDCs in this proceeding have noted circumstances which they believe may
require special policy treatment by this Commission. The Commission finds that all LDCs
should be treated consistently concerning deregulation issues, but that exceptional
circumstances, such as the size of the utility or the timing of deregulation, can be addressed
by the Commission on a case-by-case basis.

The timing of deregulation may vary from utility to utility because effective,
sustainable compétition must be in place before any services are deregulated. The timing of
deregulation may also vary from utility to utlhty because of the varying levels of transition
costs. In general, if an LDC has capacity contracts for a segment that is to be deregulated,
and that capacity will be stranded by deregulation, the Commission should permit a

reasonable transition period so that transition costs will be minimized.

-11 -
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Opportunity Sales by LDCs May Be Permitted Subject to Adequate Safeguards

The advent of FERC Order 636 required LDCs to acquire new, costly assets and
services in order to meet the anticipated peak day needs of their firm gas supply customers.
It follows that these assets will not be fully utilized by an LDC every day of the year to meet
the daily and seasonal needs of its customers. The sale of unused capacity or supply
entitlements necessary to meet peak day needs and an appropriate reserve margin will likely
" remain a feature of regulated gas sales indefinitely and are appropriately characterized as
opportunity sales. It is not only prudent that an LDC sell these assets when they are not
needed, but it would be imprudent not to make such sales and minimize costs for the
ratepayer.

Some witnesses expressed concern over possible anti-competitive behavior, sweetheart
deals, and cross-subsidization associated with opportunity sales. Ideally, opportunity sales
should be made at a market price established in arm’s-length transactions. However, the
current market for released capacity is an imperfect one in which transaction transparency is
lacking. Such market imperfections only heighten the concerns of unaffiliated market
participants who desire to purchase released caﬁécity from the LDCs.

In order to meet these concerns, some parties urged the Commission to prohibit LDCs
from making any opportunity sales directly to end-users in unregulated markets. The
Commission does recognize that, without transaction transparency, it may be difficult to
discern any market manipulation by LDCs. If an LDC has an unregulated marketing

affiliate, or is engaged in a strategic business alliance with an unaffiliated marketer, the

-12-
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threat of market manipulation is increased. However, as noted above, opportunity sales are
sales of unused contract entitlements necessarily held by an LDC to meet the daily and |
seasonal swings of its firm customers and are intended to maximize utilization of assets that
remain under regulation. The Commission finds it is not in the public interest to
unnecessarily restrict the ability of LDCs to make opportunity sales in unregulated markets if
such sales will achieve the goal of maximization of asset utilization.

In an imperfect market, how LDCs make these opportunity sales (to whom, at what
price, and under what conditions) is very important and the Commission will require that
LDCs follow appropriate standards in making such sales. These standards are intended to
ensure that all interested market participants have an opportunity to purchase released
capacity and supply, and that the releasing utility receives the highest price for the sale. In
situations in which an LDC has a marketing affiliate, additional restrictions on transactions
between the LDC and its affiliate are necessary in order to ensure fair treatment of all market
participants. Several witnesses assumed opportunity sales included sales of excess levels of
capacity or commodity resulting from losing customers to deregulation. However, the cost
of excess capacity and commodity are to be treated as transition costs, not as opportunity
sales, although the ultimate disposition may be very similar.

Commission review of LDCs’ capacity and supply portfolios, to ensure that the
portfolios are appropriately sized to meet only the needs of the regulated customers, is a
necessary step and will diminish concerns of market manipulation. Consistent with this end,

it is appropriate for the Commission to develop guidelines or standards for reserve margins
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for LDC capacity and supply portfolios. Commission staff should address how reserve
margin standards or guidelines should be developed and make a recommendation to the

Commission as to how this may be accomplished.

Standards of Conduct for LDC Opportunity Sales

As discussed above, the Commission will permit LDCs to make opportunity sales of
unneeded capacity and supply subject to appropriate utility standards of conduct. Some
parties have suggested that the Commission pattern utility standards of conduct after those
required by FERC Order 497. Although some aspects of Order 497 might not be completely
appropriate for Wisconsin LDCs, it provides a useful starting point for such rules.

Standards should also incorporate the requirements in s. 196.795(5), Stats., which applies to
energy holding companies, and which sets standards for, among other things, transfer price,
customer information, and cross-subsidies.

Standards of conduct should ensure that LDCs operate in a nondiscriminatory fashion
when dealing with market participants. Nondiscrimination means that the LDC will provide
access to utility information, services, and unused capacity and/or supply on the same terms
for all market participants. Standards of conduct should also establish reporting and
recordkeeping requirements adequate to permit the Commission and competitors to monitor
the transactions between an LDC and its gas marketing affiliate. In addition, the standards
of conduct should require utilities to establish a formal complaint process for the

investigation and resolution of disputes between a utility and market participants. Finaily, the
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standards of conduct must be enforceable by injunctive remedies and monetary penalties to
ensure that the utilities adhere to the standards.

Some parties suggested that public reporting or disclosure of transactions with
affiliates was not necessary to prevent abuses and that reporting to the Commission was
sufficient. The Commission finds that public disclosure is necessary to give market
participants the opportunity to review what assets were offered and who acquired those
assets. Market participants need to be able to review the transactions, not just the
Commission. Market participants are often in a better position to identify abusive
transactions than is the Commission.

Some parties have urged the Commission to utilize workgroups to address specific
issues associated with the Commission’s deregulation effdrts. This is an area where the
involvement of market participants could improve the regulatory process. Accordingly, the
Commission has directed staff to establish a workgroup consisting of utility representatives
and market participants to prepare detailed recommendations to the Commission for standards
of éonduct. Until this work can be done, the Commission finds that it is necessary to impose
and enforce interim standards of conduct bn utilities, as part of its review of the market
pilots and when reviewing affiliated interest agreements.

Additional Restrictions on Transactions Between LDCs and Their Respective Marketing
Affiliates :
Some parties felt that other restrictions or conditions on the transactions between an

LDC and its marketing affiliate, in addition to standards of conduct, were necessary to
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protect market participants from the utilities’ exercise of market power. These proposed
additional restrictions ranged from divestiture to transfer price restrictions. Most parties,
however, believed that a separate affiliate with no shared operating employees, pipeline
capacity and/or supply contracts was sufficient when coupled with appropriate standards of
conduct.

Based on this record, the Commission finds that it is not in the public interest to
forbid capacity and supply transactions between an LDC and its marketing affiliate.
However, discounted capacity and supply transactions between a utility and its marketing
affiliate - both of whom belong to the same corporate family, share the same corporate goals
and financial incentives - cannot be termed truly arm’s-length transactions. This means that
the transaction price cannot be assumed to be a reasonable proxy for the market price.
Consequently, even if such transactions must be made at a market price, the absence of price
transparency, coupled with seasonal and geographic price variability, make determination of
market price for a specific transaction extremely difficult. At best these transactions would
be a proxy for a true market transaction between two unrelated entities with competing goals.
At worst they could be collusive with a common goal of advancing their mutual corporate
interests.

For these reasons, the Commission specifically directs the standards of conduct
workgroup to explore the implementation of a posting or bidding process as a condition
precedent for any capacity and supply transactions between utilities and their marketing

affiliates. Such a process, if implemented, would open utlhty capacity and supply
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transactions to all market participants without discrimination and would provide reasonable
assurance that such transactions take place at a market price.

The standards of conduct should also address ways to limit the level of opportunity
sales that go to marketing affiliates. The workgroup should consider a percent limitation as
well as other limiters. Limits, however, must be balanced, and must result in a level playing
field. Once the workgroup has developed recommendations on standards of conduct, the
Commission will determine what limits need to be imposed on LDC capacity and supply

transactions with its marketing affiliate, and how such limits might be enforced.

Balancing Service

An issue in this proceeding is whether LDCs would be able to provide balancing
service to customers within deregulated markets. The Commission finds that, to the extent
balancing is offered by an LDC for customers behind its city gates, balancing service should
continue to be offered to transportation customers as a best-efforts above-the-line utility
serv1ce However, this service may only be offered by a utility to its distribution customers
for balancing usage behind the utility’s city gates, and may not be used to balance customer
usage behind another utility’s city gates.

Balancing service was extensively dealt with in docket 05-GI-105, "Investigation on
the Commission’s Own Motion into the Need for Changes in Tariff Terms and Conditions
Necessitated by Recent Changes in the Structure of Pipeline Services Provided to All Gas

Utilities.” Nothing in this order is intended to supersede or modify the Commission’s orders
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in docket 05-GI-105.

In the Second Interim Order in that docket, the Commission only required that
balancing service be provided by those LDCs which are customers of pipelines, like ANR,
whose balancing provisions have penalties which default to LDCs and their system sales
service. Utilities providing balancing service have purchased pipeline services necessary to
meet the anticipated balancing needs of the utilities’ system sales customers. For this reason,
it is appropriate that the utilities make what are, in essence, opportunity sales of balancing
services to transportation customers behind their respective city gates to minimize the cost to
system sales customers.

For the same reason, it is not appropriate for LDCs to provide balancing services to
customers behind other utilities’ city gates. In the Second Interim Order in
docket 05-GI-105, the Commission also found that "while there is existing competition to
LDC balancing service, it is not robust enough to ameliorate the Commission’s concerns
about the exercise of LDC market power in balancing for transportation customers."” If |
LDCs were pemiitted to provide balancing services behind other utilities’ city gates, an
allocation of costs between regulated and unregulated activities would be required. As
discussed earlier in this order, such an allocation of costs would be difficuit to make, might
give rise to a cross-subsidy between regulated and unregulated activities, and might thwart
the development of competitive balancing services. In the future, when the balancing rules
are reevaluated, as required by docket 05-GI-105, the Commission may address the

provision of balancing services outside of an LDC’s city gates.
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Obligation to Serve Deregulated Markets

In this proceeding, some parties questioned whether LDCs would continue to have an
obligation to serve customers in deregulated markets. Under Market Model D, it is not
anticipated that an obligation to serve will exist for any services that have been deregulated.

However, this issue will be more fully addressed in abandonment proceedings that must

occur prior to any deregulation.

REFUNCTIONALIZATION OF COSTS UNDERLYING
UTILITY BASIC SERVICE CATEGORIES (REFUNCTIONALIZATION ISSUE)

LDC Basic Service Catégoriw

In order to unbundle current utility services in the future, and to correctly price such
services, it is necessary to be able to identify the LDC basic service categories underlying
such services and the costs associated with such categories. The current categorization of
natural gas utility costs was developed prior to the restructuring of natural gas interstate
pipeline services under FERC Order 636, and does not reflect the changed role of the LDCs
in purchasing, transporting, storing and distributing gas to their customers. Consequently,
the Commission will provide guidance to the LDCs to assist them in the refunctionalization
of their costs.

The process of unbundling utility service involves the examination of the cost centers
supporting current utility service, and how these cost centers must be refunctionalized to
better reflect the actual utility services that customers receive in the competitive market.

This process begins with the identification of the segmentable utility basic services that
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currently underlie utility service.

In this proceeding, staff proposed five basic service categories into which costs would
be refunctionalized: Basic Distribution; Competitive/Basic Supply Procurement; Daily
Balancing; Peak Day Backup; and Enhanced/Other Services. The Commission finds that
staff’s five proposed basic service categories provide a reasonable framework for Wisconsin
LDCs to use as a first step to unbundling. The Commission also recognizes that initially
there may be situations which require the addition to or deletion of basic service categories;
however, any deviation from the staff’s five categories must be justified in individual rate
case proceedings. The Commission also recognizes that over time additional unbundling and
refunctionalization of costs may be desirable and necessary as the market develops.

Staff’s five segmentable basic services are cost centers for the following categories of
costs:

Basic Distribution. This cost center includes the costs incurred to provide the basic
distribution service of transporting natural gas from the gate station to the bumnertip.

Competitive/Basic Supply Procurement. This cost center includes the costs incurred
to have ‘the gas commodity available at the city gate. This category includes all of the costs
associated with the procurement of gas supplies from the different supply areas in addition to
any labor-related costs resulting from utilization of interstate pipeline transportation services.

Daily Balancing. This cost center includes the costs incurred in the coordination and
management of gas flow to deal with daily variances between customer usage and confirmed

nominations.
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Peak Day Backup. This cost center includes the costs incurred to ensure delivery of
the natural gas supply.

Enhanced/Other Services. This cost center includes the costs related to service
elements that may be considered enhancements of choices as opposed to basic service. This
category should include costs incurred to provide optional services offered by the utility. It
may include the costs of public interest programs which may not be options, but yet should
be viewed differently than basic service. Some examples of enhanced services may be
custom billing, non-conventional metering options, demand side programs, sales promotion,

and fixed pricing options..

Association of Plant Accounts and Expenses to Each Cost Center

There was considerable difficulty addressing the issue of association of plant accounts
and expenses with each basic service, since not all parties utilize a common set of basic
service categories. In reviewing the different proposals, the Commission finds that staff’s
Exhibit 23, attached as Appendix B, is a reasonable foundation from which LDCs can build
future cost allocations. Appendix B contains the five proposed basic service categories and
the plant accounts and expenses associated with each category. Any future cost of service
analysis should bear a close resemblance to this appendix. As previously mentioned, the
Commission recognized that certain circumstances may arise which will require an LDC to
add or delete basic service categories to accommodate a specific utility service offering.

This should be done in a rate case filing and be justified by the utility proposing to add or
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delete other service basic categories.

Allocation of General Plant and Indirect Costs to Each Basic Service Function

This issue involves the method for allocating general plant and indirect costs, such as
administrative and general, to the various basic service categories. The evolution of the
natural gas industry has transferred the burden of procuring gas supplies and meeting daily
swings from the pipelines to the LDCs. Since Wisconsin LDCs typically do not own storage
or production area facilities, an approach which utilizes the traditional allocation methods
may no longer be appropriate. The Commission finds that a more appropriate allocation
methodology should be used in future rate cases.

Staff testified that a more appropriate allocation méthodology would involve a labor-
or plant-based allocator (or both) which spread costs over the categories they support. A
majority of the participating parties either did not address this issue specifically, or testified
that a labor-based allocator would be appropriate.

' The Commission has previously recognized that there will always be some subjective
judgements applied to the allocation of shared or.indirect costs. However, when common
benefits are present, the Commission has a strong preference for use of the allocators shown
on Appendix B to allocate indirect costs. The Commission continues to support direct

assignment of cost where appropriate.
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Cost of Gas Should be Functionalized into Appropriate Basic Service Categories

Staff testified that where various pipeline and other services support different LDC
services, they should be assigned to the appropriate basic service categories. Staff proposed
that the gas cost components be functionalized based on the definition of each basic service
category, the specific characteristics of the LDC, and the nature of the service being
functionalized. Most of the intervening parties generally agreed that the cost of gas should
be assigned to appropriate basic service categories. Other parties testified in favor of
maintaining the current system of gas cosf identification with slight modifications.

The Commission finds that all utilities should unbundle the specific gas cost elements,
where they can be readily identified, and should assign the costs to the appropriate basic
service categories. Staff will review individual proposals for unbundling of gas costs on a

case-by-case basis.

Impact of FERC NOPR (RM95-4-000) on the Refunctionalization of LDC Accounts
The FERC NOPR in docket RM95-4-000 seeks to modify a number of the FERC’s
uniform system of accounts, including Gas Stored Underground (Acct. 117) and Gas Supply
Expense (Acct. 806). Upon reviewing the proposed rulemaking docket, the Commission
finds that it would be premature to react to the NOPR in this order, since the FERC has yet

to take final action.
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CONTRACT RATE ISSUES

At issue is whether the Commission should use long-run incremental cost (LRIC) as
the standard against which to determine whether negotiated rates for contract services
established under sec. 196.194 (2), Stats., are compensatory; and, if so, how LRIC should
be determined. These issues are important to the LDCs and their customers. If negotiated
contract rates are too low, utility ratepayers (other than customers who have negotiated
contract rates with the utility) will be harmed because they will not receive an appropriate
level of contribution from contract custofﬁers paying too low of a rate. Also, LDC
shareholders will be harmed if they enter into long-term contracts at noncompensatory levels,
since they would lose the revenues foregone under noncompensatory rates at least until the
next rate proceeding is held.

As an initial matter, the Commission finds that contract service rates, pursuant to s.
196.194(2), Stats., apply only to pipeline bypass situations, or to substitute gas services as
stated in the statute, and not to alternative fuels. Contract service rates under s. 196.194(2),
Stats., are to be used only when customers might bypass utility service under fully allocated
rates. This precludes use of contract rates under s. 196.194(2) to retain a natural gas
distribution customer who switches to alternate fuels, such as propane or fuel oil.

The Commission finds that the use of LRIC is appropriate as one element of a
contract rate which is considered to be compensatory under s. 196.194(2), Stats. LRIC is
the preferred method of measuring costs because it considers all relevant costs incurred over

time, by measuring the necessary labor and capital costs required to provide service.
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Methods such as short-run incremental cost reflect only current conditions and tend to
understate the true cost of providing service over time.

The reasons LRIC must be included in a compensatory rate are cost and consistency.
The method for calculating LRIC outlined below should, capture all incremental costs a
customer imposes on a utility’s system. For that reason, LRIC establishes a floor that a
contract rate cannot go below without underrecovering costs. In addition to cost recovery,
the LRIC calculation method assures consistency by requiring consideration of the same
categories of cost for every contract rate customer and LDC. Because LRIC is the floor, or
minimum amount needed for cost recovery, the Commission finds that a compensatory rate
under s. 196.194(2), Stats. should contain elements for a return on capital and, if possible, a
contﬁbution towards general overhead costs. Earning a return is necessary for a viable
business and failure to do so could adversely affect the financial standing of a utility in
capital markets. A contract rate that recovers LRIC, a return component and contributes
something to general overhead is obviously desirable from the LDC and non-contract
ratepayer point of view.

A fully-allocated rate has three pieces: LRIC, a return on capital, and recovery of
overhead costs. A contract rate that recovered the LRIC and a return on capital, equal to
that which the customer would pay under an allocated rate, would be deemed compensatory.
Likewise, a contract rate which recovered the LRIC, an appropriate return on capital, and a
portion of overhead costs would also be deemed compensatory. An LDC proposing a rate

less than LRIC plus a return on capital would have to prove that a higher rate would result in
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bypass. Finaily, the Commission finds that any rate below LRIC would fail to recover costs
and would not be compensatory. In this situation, the remaining ratepayers would be better
off if the potential contract customer bypassed the LDC’s distribution system.

In reviewing the different methods for calculating LRIC in this docket, the
Commission finds that staff’s Exhibit 18, attached as Appendix C, is a reasonable list of
capital replacement costs and operating costs that should be used when determining LRIC for
~ a customer. The Commission finds that LRIC should be calculated by identifying all items
that could be affected, on a forward-looking basis, by retaining a customer on the system.
For each item on the list, an estimate is made of expected actual costs, which include both
capital and operating costs. The determination of LRIC is likely to result in a different mix
of costs for each contract rate, because incremental costs will differ based on the service
territory and the location of the customer within a service territory. For example, a
customer located in a part of a distribution system serving a limited and constrained area will
experience different incremental costs than a customer located in a part of the system with

excess capacity. But the same categories of costs should be considered in each case.

CONCLUSION OF LAW
THE COMMISSION CONCLUDES:
That the Commission has authority under ss. 133.01, 196.03, 196.194(2) 196.20,
196.37, 196.52, and 196.795, Stats., to enter an order establishing terms and conditions for

the determination of rates for natural gas utility service in Wisconsin and to prescribe terms
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and conditions under which Wisconsin natural gas utilities may provide service to
unregulated markets; and that the terms and conditions prescribed herein are just, reasonable,

and necessary and in the public interest.

ORDER

THE COMMISSION THEREFORE ORDERS:

1. That Wisconsin natural gas utilities must completely separate gas purchasing and
marketing activities associated with providing regulated service from gas purchasing and
marketing activities associated with providing unregulated services, in a manner and to the
extent consistent with the Findings of Fact.

2. That any opportunity sales, as described in the Findings of Fact, made by
Wisconsin natural gas utilities shall be made pursuant to standards of conduct approved by
the Commission.

3. That Wisconsin natural gas utilities shall utilize the basic service categories
and allocators shown on Appendix B to refunctibna]ize their respective plant and expense
accounts when providing cost of service analyses for the purpose of rate design. If additions
to, or deletions from, the basic service categories shown on Appendix B are necessary to
support specific utility services, such changes should be presented to the Commission for
approval in a rate case or other appropriate proceeding.

4. That, to the maximum extent possible, Wisconsin natural gas utilities shall

unbundle specific gas cost elements and allocate them to the appropriate basic service
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categories when providing cost of service analyses for the purpose of rate design.

5. That Wisconsin natural gas utilities which enter into contracts pursuant to
sec. 196.194(2), Stats., shall submit with a copy of the executed contract, an analysis
showing how the contract rate was developed. The analysis shall demonstrate how the

development of the contract rate is consistent with the method established in the Findings of

Fact and in Appendix C.

Dated at Madison, Wisconsin _Méa /79SS
7

By the Commission.

Lync-ia L. Dorr
Secretary to the Commission

LLD:RIM:h:\05GI108\108order.b16

See-attached Notice of Appeal Rights
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Notice of Appeal Rights

Notice is hereby given that a person aggrieved by the foregoing
decision has the right to file a petition for judicial review as
provided in s. 227.53, Stats. The petition must be filed within
30 days after the date of mailing of this decision. That date is
shown on the first page. If there is no date on the first page,
the date of mailing is shown immediately above the signature
line. The Public Service Commission of Wisconsin must be
named as respondent in the petition for judicial review.

Notice is further given that, if the foregoing decision is an order
following a proceeding which is a contested case as defined in

s. 227.01(3), Stats., a person aggrieved by the order has the
further right to file one petition for rehearing as provided in

s. 227.49, Stats. The petition must be filed within 20 days of
the date of mailing of this decision.

If this decision is an order after rehearing, a person aggrieved
who wishes to appeal must seek judicial review rather than
“rehearing. A second petition for rehearing is not an option.

This general notice is for the purpose of ensuring compliance
with s. 227.48(2), Stats., and does not constitute a conclusion or
admission that any particular party or person is necessarily
aggrieved or that any particular decision or order is final or
judicially reviewable.

Revised 4/22/91
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APPENDIX A
(UNCONTESTED)

This proceeding is not a contested case under Chapter 227, Stats., therefore there are no
parties to be listed or certified under sec. 227.47. However, a discretionary hearing was held,
and the persons listed below participated as intervenors.

Public Service Commission of Wisconsin
(Not a party but must be served)

610 North Whitney Way

P.O. Box 7854

Madison, WI 53707-7854

WISCONSIN GAS COMPANY
by
Mr. Ronald L. Zemlicka, Attorney
626 East Wisconsin Avenue
Milwaukee, WI 53202
(PH: 414-291-6660 / FAX: 414-291-6672)

NORTHERN STATES POWER COMPANY (Wisconsin)
by
Ms. Sheila M. Luck, Attorney
100 North Barstow Street
P.O. Box 8 '
Eau Claire, WI 54702-0008
(PH: 715-839-1305 / FAX: 715-839-2567)

WISCONSIN PAPER COUNCIL
by
Mr. Earl Gustafson
111 East Wisconsin Avenue
P.O. Box 718
Neenah, WI 54957-0718
(PH: 414-722-1500 / FAX: 414-722-7541)



UTILICORP UNITED, INC.
by
Mr. James C. Swearengen, Attorney
Brydon, Swearengen & England
212 East Capitol Avenue
P.O. Box 456
Jefferson City, MO 65102-20456
(PH: 314-635-7166 / FAX: 314-635-0427)

WISCONSIN FUEL AND LIGHT COMPANY,
SUPERIOR WATER, LIGHT AND POWER COMPANY
ST. CROIX VALLEY NATURAL GAS COMPANY,
by

Mr. Hugh H. Bell, Attorney

Bell, Metzner, Gierhart & Moore, S.C.

44 East Mifflin Street

P.O. Box 1807

Madison, WI 53701-1807

(PH: 608-257-3764 / FAX: 608-257-3757)

MADISON GAS AND ELECTRIC COMPANY
by
Mr. Terence M. Dunleavy, Attorney
133 South Blair Street
Madison, WI 53703
(PH: 608-252-7095 / FAX: 608-252-7098)

GREAT LAKES ENERGY CORPORATION (GLENCO)
by
Ms. Valerie G. Frey
Assistant Vice President - Gas Marketing
133 South Blair Street
Madison, WI 53703
(PH: 608-252-1529 / FAX: 608-252-1537)

ENRON CAPITAL & TRADE RESOURCES CORPORATION
by
Mr. Randall S. Rich, Attorney
Bracewell & Patterson, L.L.P.
2000 K Street, N.W.
Washington, DC 20006-1809
(PH: 202-828-5879 / FAX: 202-223-1225)



U.S. ENERGY PARTNERS
by
Mr. John W. Menninger
Vice President and General Manager
625 Eden Park Drive, Suite 310
Cincinnati, OH 45202
(PH: 513-651-0400 / FAX: 513-651-0160)

WISCONSIN POWER AND LIGHT COMPANY
by
Ms. Barbara J. Swan, Attorney
222 West Washington Avenue
P.O. Box 192
Madison, WI 53701-0192
(PH: 608-252-3311 / FAX: 608-259-7268)

MIDCON GAS SERVICES CORP.
by
Mr. Robert D. Rosenberg, Attorney
701 East 22nd Street
Lombard, IL 60148-5072
(PH: 708-691-2500 / FAX: 708-691-3827)

NORSTAR ENERGY L.P.
by
Mr. Nicholas W. Mattia, Jr., Attorney
28 West Grand Avenue
Montvale, NJ 07645
(PH: 201-307-1188 / FAX: 201-307-0909)

TENNECO GAS MARKETING CO
by
Ms. Laura L. Murrell
P.O. Box 2511
Houston, TX 77252-2511
(PH: 713-757-7292 / FAX: 713-757-4369)




CITY GAS COMPANY,
MIDWEST NATURAL GAS, INC.
by
Mr. Thomas A. Lockyear, Attorney
Lockyear Law Offices, S.C.
131 West Wilson Street, Suite 501
Madison, WI 53703
(PH: 608-257-7006 / FAX: 608-257-1908)

WISCONSIN INDUSTRIAL ENERGY GROUP
by
Mr. Alan Chalfant
1215 Fern Ridge Parkway, Suite 208
P.O. Box 412000
St. Louis, MO 63141-2000
(PH: 314-275-7007 / FAX: 314-275-7036)

WISCONSIN END-USER GAS ASSOCIATION
by
Mr. Niles Berman, Attorney
Wheeler, Van Sickle & Anderson, S.C.
25 West Main Street, Suite 801
Madison, WI 53703-3398
(PH: 608-255-7277 / FAX: 608-255-6006)

KAZTEX
by
Mr. John Kasdorf
P.O. Box 1040
Brookfield, WI 53008-1040
(PH: 414-784-1133 / FAX: 414-784-2925)

WISCONSIN PUBLIC SERVICE CORPORATION '
by
Mr. Bradley D. Jackson, Attorney
Foley & Lardner
150 East Gilman Street
P.O. Box 1497
Madison, WI 53701-1497
(PH: 608-258-4262 / FAX: 608-258-4258)



COASTAL GAS MARKETING COMPANY
by
Ms. Susan W. Ginsberg, Manager
2000 M Street, N.W., Suite 300
Washington, DC 20036
(PH: 202-331-4665)

WISCONSIN NATURAL GAS COMPANY
by
Mr. James Zakrajsheck, Attorney
231 West Michigan Street
Milwaukee, WI 53201
(PH: 414-221-2715 / FAX: 414-221-2139)

J. L. WALKER & ASSOCIATES
by ‘
Mr. John L. Walker
7434 Cedar Creek Trail
Madison, WI 53717
(PH: 608-829-0538 / FAX: 608-829-055)

GREAT LAKES GAS TRANSMISSION, L.P.
by
Mr. John J. Wallbillich, Attorney
One Woodward Avenue, Suite 1600
Detroit, MI 48226
(PH: 313-596-4400)

HEARTLAND ENERGY SERVICES, INC.
by
Ms. Claire Fulenwider, Ph.D.
802 West Broadway, Suite 301
Madison, WI 53713
(PH: 608-221-7700 / FAX: 608-221-7710)

KOHLER COMPANY
by
Mr. Mike Potts
222 Highland Drive
Kohler, WI 53044
(PH: 414-457-4441 / FAX: 414-459-1833)



ANR PIPELINE COMPANY
by
Mr. Howard L. Nelson, Senior Staff Attorney
2000 M Street, NW Suite 300
Washington, DC 20036
(PH: 202-466-7430)

NORTHERN NATURAL GAS COMPANY
by
Lon Stanton
Manager, Regional Government Affairs
1600 West 82nd Street, Suite 210
Minneapolis, MN 55431-1420

WISCONSIN COMMUNITY ACTION PROGRAM ASSOCIATION

by
Mr. Wayne R. DeForest
3120 International Lane
Madison, WI 53704
(PH: 608-249-9322 / FAX: 608-249-0339)

WPS ENERGY SERVICES, INC.
: by
Mr. John A. Kilsdonk
2670 South Ashland Avenue, Suite 203
Green Bay, WI 54304-5370
(PH: 414-496-9000 / FAX: 414-496-9399)

WISCONSIN INDUSTRIAL ENERGY GROUP (WIEG)
by
Mr. Richard L. Olson, Attorney
579 D’Onofrio Drive
Madison, WI 53719
(PH: 608-833-3550 / FAX: 608-833-4018)

GED GAS SERVICES, L.L.C.
by
Mr. Bill Queen
P.O. Box 45053
Madison, WI 53744-5053



Courtesy Copies:

Mr. Mark T. Maranger, President
Wisconsin Fuel and Light Company
P.O. Box 970

Manitowoc, WI 54221-0970

Mr. E. G. McGillis, President

Superior Water, Light and Power Company
1230 Tower Avenue

P.O. Box 519

Superior, WI 54880

Ms. Kathleen E. Magruder
Director, State Regulatory Affairs
Enron Capital & Trade Resources
P.O. Box 4428, 28th Floor
Houston, TX 77210-4428

Mr. Steven M. Jurek, Manager

UtiliCorp United, Inc.

2533 North 117th Avenue

Omaha, NE 68164

(PH: 402-492-3400 / FAX: 402-492-7896)

Mr. William Malcolm

ANR Pipeline Company

500 Renaissance Center

Detroit, MI 48243-1902

(PH: 313-496-5117 / FAX: 313-496-5046)

Mr. Donald J. Piepgras, President

St. Croix Valley Natural Gas Company
212 North Main Street

P.O. Box 6

River Falls, WI 54022

(PH: 715-425-6177 / FAX: 715-425-1075)

Ms. Sharon Hillman

Mr. Roy Boston

MidCon Gas Services Corp.
701 East 22nd Street
Lombard, IL 60148-5072



Mr. Richard Linton
Midwest Natural Gas, Inc.
P.O. Box 429

La Crosse, WI 54601

Mr. George Bornemann
City Gas Company

733 5th Avenue
Antigo, WI 54409

Mr. Bob Jacobson

Wisconsin Natural Gas Company

120 East Sheridan Springs Road

Lake Geneva, WI 53147

(PH: 414-249-3840 / FAX: 414-249-3870)

Great Lakes Gas Transmission, LP
One Woodward Avenue, Suite 1600
Detroit, MI 48226

Mr. Marc Nielsen

Wisconsin Power and Light Company

222 West Washington Avenue

P.O. Box 192

Madison, WI 53701-0192

(PH: 608-252-3945 / FAX: 608-252-3130)

Mr. David Schorling

Michigan Consolidated Gas Company
500 Griswold, G.B. 30

Detroit, MI 48226

Mr. A. V. Lloyd Zelewski, President
Zelewski Energy Consultants, Inc.

800 Gessner, Suite 920

Houston, TX 77024

(PH: 713-464-8180 / FAX: 713-461-9109)

Mr. Thomas C. Gorak

400 East Pratt Street, Suite 800

Baltimore, MD 21202

(PH: 410-727-0538 / FAX: 410-727-2492)



Ms. Diana Boullion, Executive Director
Wisconsin Coalition for Fair Competition
211 Patrick Avenue

Waunakee, WI 53597

(FAX: 608-849-9609)

Ms. Mary Wolter

WICOR Gas Marketing, Inc.

306 North Milwaukee Street

Milwaukee, WI 53202

(PH: 414-291-6290 / FAX: 414-291-6291)

Mr. David House
Samson Plaza

Premier Gas Company
Two West Second Street
Tulsa, OK 74103

Mr. Jerry McCarthy

Austin Utilities

500 Fourth Avenue, N.E.

P.O. Box 368

Austin, MN 55912

(PH: 507-433-8886 / FAX: 507-433-5042)

Ms. Suzan Stewart

Managing Attorney - Gas Division
MidAmerican Energy Company

401 Douglas Street, P.O. Box 778

Sioux City, IA 51102

(PH: 712-277-7587 / FAX: 712-252- 7396)

WICOR Gas Marketing

Mr. Scott A. Lord, General Manager

306 North Milwaukee Street

Milwaukee, WI 53202

(PH: 414-226-4500 / FAX: 414-226-4508)
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LONG RUN INCREMENTAL COST ITEMS

Capital Replacement Costs

Plant Items

]

Local Area Mains

Present Value of Replacement Cost, using Book Life of each section of main
necessary to serve customer to estimate when replacements are needed. Local area
mains are allocated by percent of throughput to arrive at customer share. Since
mains are sized for maximum throughput regardless of interruption for construction
projects, allocation could be done on a non-coincident peak (NCP) basis also.

Measuring and Regulating
Station Equipment - Gate Station

If Customer’s usage is 20% of an area city gate’s throughput, a share of the
expected replacement of this plant should be included also.

Service Lateral A convention of Book Life divided by 2 was used to calculate when this would
require replacement. Anticipated customer growth may require addition and/or
replacement of service laterals also.

SCADA System If customer’s usage is 20% of an area city gate’s throughput, a share of the

expected replacement of this plant should be included. A seven year technological
life is assumed for replacement purposes.

Industrial Measuring and

Regulating Station Equipment:

‘ Includes Regulators,
Relief Valves and
Meter Manifolds

Meter Set

A convention of Book Life divided by 2 was used to calculate when this would
require replacement. Anticipated customer growth may require addition and/or
replacement of these facilities also.

Miscellaneous

Any capital replacement items not included above that apply to the specific
situation.
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Operating Costs
I[_ ‘Expense Items -Assumptions - Explanations “
Odorant Cost of the odorant chemical plus a portion of the transportation and fill-up if
customer’s usage is significant in fill area. ’
Preheater Gas Estimate in per therm cost

Area Mains O&M Expense

Anticipated O&M allocated using Plant allocation of area mains

Customer Service Lateral O&M
Expense

Includes Leak Detection every 5 years

Meter Testing for Industrial
Meter - Regulator

Meter and Regulator Inspection Expense (with Labor loadings)

H:\CONTRACT\LRIC4.tbl

Industrial Rep Contact Expense Percent of salary with loading

Administrative Costs Costs included in Administration Charges, e.g. incremental monitoring expenses,
incremental billing expenses, etc.

Miscellaneous ¢.g. Cost of Daily Balancing Software, Gross Receipts Taxes, combustion

inspections on boilers, cost of line location for customer construction, including
Diggers Hotline expenses.




